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Dear Mr. Rosen:

As you know from your recent discussions with Paul
Allen, VISA believes that it is extremely Important for the
United States to participate as amicus in the Tenth Circuit in
the pending litigation between Sears and VISA. As explained
further below, the case is not only exceptionally important to
the parties but presents overarching policy issues which should
be of substantial concern to the Antitrust Division.

In anticipation of a further meeting which we would
like to have with yYou and other members of the Antitrust
Division, we have summarized below the circumstances which, in
our view, make it important for the Division to involve itself in
the current appellate proceedings.

THE_BANK CARD BUSINESS, DUALITY AND MEMBERSHIP RULES

The current VISA and MastercCard jeint ventures evolved
from regional credit card programs that were formed by relatively
small groups of banks operating in different areas of the
country. As the ventures originally were constituted, members of
the BankAmericard (or NBI) and MasterCharge systems were
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authorized to 1ssue credit cards bearing the logos of their
respective systems. The same member banks also were licensed to
enroll merxrchants to accept the trademarked cards as payment for
goods and services. The role of the venture, itself, was to
provide a unifying trademark that was displayed on cards issued
to customers by venture members. The mark was also displayed by
participating merchants to indicate their willingness to accept
them. TIn addition, the systems operated central clearing,
settlement and authorization systems (all governed by uniform
network "rules") which, in the aggregate, permitted the ventures
to function. From the outset, however, neither NBI nor
MasterCard controlled end-point pricing: that is, issuers and
acquirers have always set their own interest and merchant
discount rates in competition with one another. similarly,
members are not and never have been constrained as to cutput or
territory.

By the early 1970's, the two joint venture systems were
beginning to achieve stability and had begun to recoup the very
substantial investments made by their members in developing the
hitherte unknown product, the "general purpose credlt card." In
addition to the substantial intra-system competition promoted by
the structure of the ventures (as described above), there was
substantial competition between the two eystems. As observed by
Don Baker, "(tlhe first decade of national bank card development
was one of vigorous inter-system competition, which was new to
the banking industry. A major card issuer tended to regard
itself as either a Master Charge bank or a BankAmericard bank."
Baker & Brandel, The law of Electronic Fund Transfer Systems,
923.02(2] (2nd Ed.) This latter competition was the product of
an NBI by-law that prohibited card-issuing (or "Class A"} members
from also belonging to the Master Charge system. However, NBI's
by-law did permit so-called Class B, or agent, banks to sign
merchants in both the BankAmericard and Master Charge systems,
thus providing those agent banks with an advantage over the Class
A members in competing for merchant business. Id. This rule, as
You know, led to an antitrust challenge in 1971 by the Worthen
Bank & Trust Company of Little Rock, Arkansas. Worthen was a
Class A Member of NBI. It alleged that NBI's by-law restricting
it from issuing Master Charge as well as BankAmericard cards
constituted a group boycott and, thus, was illegal per se. The
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district court agreed. However, that ruling was reversed by th:
Eighth Circuit which remanded the case for trial.!

Following that remand, NBI sought a Business Review
Clearance letter from the Department of Justice. After
considering the matter for some time, the Department advised VISA
+hat it would not challenge a membership by-law that compelled
exclusivity on the issuing side of the business but that it could
not grant similar assurances with respect to exclusivity on the
acquirer (or merchant) side of the business, nor could it provide
such assurances with respect to a rule that precluded an NBI
agent bank "from becoming a card-issuing bank in another system."
Letter, October 7, 1975, from Thomas E. Kauper to Francis R.
Kirkham. "At this point, an understandably disappointed NBI
completely reversed its position and removed all restrictions on
dual membership. Almost immediately, banks rushed to join both
systems at an astounding rate, in part to protect their existing
merchant accounts." Baker, supra. Thus was born Yduality."

Seventeen years on, the effect of duality has been to
significantly reduce intersystem competition between the two bank
card joint ventures. Competition between the two systems in
interchange fees and in systems development has greatly
dinminished. That 1s scarcely surprising given the almost total
overlap of membership between the two organizations. To the
extent that system-level competition remains, it is now largely a
function of competition from the two principal proprietary
competitors, Discover and American Express. For example,
competition in interchange rates between the two systems
effectively disappeared following duality. Baker, supra, at
23.02[3]. However, evidence introduced in the Sears trial
demonstrated that, as part of its effort to build a competitive
merchant base for its Discover card in the late 1980's, Sears has
of fered merchant discount rates materially below those quoted by
VISA and MasterCard members. That aggressive pricing policy, in
turn, has had a substantial competitive effect upon the
interchange rates of the two bank card systems. By the same
token, VISA and MasterCard merchant discount rates materially
constrain the higher rates typically charged by American Express.
This competition led, in one highly publicized instance, to the
so-called “Boston restaurant revolt” in which several leading
restaurants in Boston threatened to discentinue accepting the

1 The United States participated in the appeal as amicus,
having been asked to do so by the court.
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American Express card because of its higher merchant discount
fees. '

The emergence of full-fledged duality also led to
cooperation in new product development by the bank card systems.
Most prominently, in the mid-80's, VISA and MasterCard announced
plans for the development of a single point-of-sale product to be
known as "Entree.® It was at this point, as you know, that NAAG
began to view duality as a matter of significant antitrust
concern. 1In 1990, several states sued VISA and MastercCard in the
Southern District of New York alleging, inter alia, that the
joint development of Entree by VISA and MasterCard would be anti-
competitive. That lawsuit was settled by a consent decree which
effectively ended the FEntree venture. As a result, VISA and
MasterCard subsequently have announced separate POS programs
(Interlink and Maestro, respectively) in which duality is not
permitted. Similarly, the two national ATM networks, Plus and
Cirrus, currently mandate issuer-side exclusivity (although
individual ATM terminals are available for use by any number of
competing systems). Finally, within the past two years, there
even have been nascent efforts at creating a rollback of duality
in the credit card business. According to testimony at trial,
VISA's Directors have been considering incentive pricing
strategies designed to encourage the long-term divergence of the
two systems. In addition, while both VISA and MasterCard
maintain generally "open" membership policies (except, of course,
as to direct intersystem competitors (see below)), MasterCard has
made a greater effort to encourage the participation of so-called
"non-bank" members. As a result, most of the major new card
programs offered by industrial corporations, such as the ATLT
Universal Card and the new GM and GE cards, have been solely or
predominantly MasterCard programs. One consequence of this
development is that voting control in Mastercard is beginning to
move away from traditional banks to the newer members. This
trend, if continued, could have major pro-competitive
consequences for the payment systems business.

THE SEARS LITIGATION

Despite an otherwise open membership policy, in 1989
VISA adopted a by-law which precludes major proprietary

2 VISA, of course, does have a number of very substantial
"non~bank" members. These include, e.q. Ford, Household Finance
and General Electric.
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interbrand competitors (specifically, any affiliate of Sears or
American Express) from becoming VISA members. That is, of
course, the rule which Sears has challenged under Section 1 of
the Sherman Act in its lawsuit in Utah. Very briefly, Sears
contends that VISA's refusal to let Sears become a VISA member
harms competition by preventing Sears from issuing a new,
allegedly low-cost, brand of VISA card along with its own
proprietary Discover card. Sears makes this argqument
notwithstanding its conceded ability to compete successfully in
the relevant market on its own and notwithstanding the existence
of a market structure that its own expert consultant previously

described as "bordering on the atomistic." Lexecon, Interest
ate Controls on Credit Cards —- An Economic Analysis (1985) at

25. VISA does not dispute that, as a joint venture, its rules
are subject to scrutiny under Section 1 of the Sherman Act.
However, it maintains that the mere refusal by an efficiency-~
creating joint venture to share its property is not unlawful, as
a matter of law, in the absence of proof that such a refusal
effectively precludes the excluded party from competing
successfully in the market (a notion akin to the concept of
"essentiality"). A contrary rule, we have argued, would not only
; encourage free-riding but would discourage the formation of, or

‘ investment in, efficient, innovative jolnt ventures, such as VISA
or MastercCard. (Sears has conceded that if it were required to
prove that VISA membership is an Messential facility," its case
would fail).4

In the course of pretrial proceedings, Judge Benson
rejected VISA's contention that Sears' claims fail as a matter of

3 That is an accurate description. At present, VISA has
some 6,000 active members and is open to any solvent financial
institution with the exception of affiliates of Sears or American
Express. Further, as noted previously, VISA has never
constrained output or dictated the prices to be charged by any
membey, either to cardholders or merchants.

4 VISA also asserts that, as a matter of law, Sears'
claim fails because VISA lacks market power, j.e., that with
. 6,000 issuers and no restrictions upon price, output or
territory, VISA's members lack the ability to raise prices or
reduce output, particularly where the rule in question -- by its
very terms -- applies only to those entities which have
demonstrated the ability to compete successfully in the
marketplace on their own.
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law. Specifically, the court held that VISA's by~law is subject
to challenge under the rule of reason and that no showing of
essentiality or its equivalent was required. To the contrary,
the court ruled that the case should be submitted to the jury
under "unstructured" rule of reason instructions that simply
asked the jury to evaluate the asserted effects of VISA's by-law
on intra- and inter-system competition in the general purpose
credit card market. As thus submitted, the jury returned a
verdict for Sears.

Following that verdict, the court denied VISA's motion
for judgment notwithstanding the verdict in a very lengthy
opinion in which the Judge stated that while he believed that
VISA had the better of the argument both as to antitrust policy
and factual matters, Sears' case did not fail as a matter of law.
In particular, the court stated that, had it been the trier of
fact, it "would have concluded that the harm to competition from
letting Sears into the VISA system is greater than any harm from
keeping Sears out.”" oOpinion and Order, April 1, 1993 at 56-57.
Judge Benson further noted that, in his view, "Bylaw 2.06 fosters
intersystem competition in the relevant market" and that "[s}uch
competition is important in the general purpose charge card
market, with only five active intersystem competitors...." Id.
at 58. Thus, he continued:

Simply adding another high-priced card
issuer, as Sears has always been with both
the Discover Card and the Sears charge card,
to the Visa system will not solve the
problem. It may provide short-term
intrasystem competitive benefits within the
Visa system, but in the long run, in the
court's judgment, the damages from such
inclusion will outstrip the benefits.
Eventually, consumers will be left with one
more top-ten Visa issuer charging relatively
high interest rates and a Visa/Mastercard
system which will dominate the general
Purpose charge card field to an even greater
extent than it does today. In addition, the
court found Visa's policy and economic
arguments to be the more compelling. As a
factual matter, the court found persuasive
Visa's positions regarding the need to
protect joint venture innovation, the
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importance of protecting private property,
and the economic and competitive consequences
of keeping the cwner of the Discover Card out
of the Visa system. The court found Visa's
expert witness, Professor Richard
Schmalensee, more compelling than Sears'
expert witness, Professor Kearl, and was
persuaded by Visa's industry expert, Mr.
Robert McKinley.

Opinion at 58-59.

Nonetheless, despite expressing the views summarized
above, the court declined to grant judgment for VISA as a matter
of law holding that the jury was entitled to weigh the evidence
and that VISA's "policy" arquments were for Congress, not a
court, to consider.

In addition to passing upon VISA's motion for judgment
as a matter of law, the court -- sitting as the trier of fact in
equity -- considered VISA's counterclaim under section 7 of the
Clayton Act. 1In that claim, VISA asserted the "flip side" of its
Sherman Act defense: not only is it lawful for VISA to exclude
Sears, but letting Sears become an owner-member of VISA while
operating its own proprietary program would be likely to harm
system-level (i.e. intersystem) competition.

Here, again, the court concluded that VISA's arguments
were, in general, well-taken. Specifically, the court found that
"1ntersystem competition has helped promote innovation in the
development of transactional processing systems and merchant base
expansion, thereby benefiting consumers. Therefore, the court
concludes that intersystem competition is important in promoting
consumer welfare in the general purpose charge card market.”
Opinion at 88-89. The court further observed "that inter- ~system
competition will be decreased by Sears' entry inte thae VISA
system as the owner of Prime Option VISA. Sears' ownership of
Prime Option VISA will likely cause Sears to change its marketing
strategy, thereby decreasing competition between VISA and
Discover to a certain degree." 1Id. at 90. The court also noted
that VISA has a legitimate concern about Sears having access to
its confidential informaticn and that there were unllkely to be
any “appreciable" benefits to intra-system competition in the
long~run from permitting Sears to join VISA. Id. at 91-92. In
summation, the court concluded "that inter-system competition
will likely be harmed because Discover will not compete as

A “
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vigorously with VISA after it issues Prime Option and Sears will
have access to VISA confidential information. Id. at 94. Once
again, however, despite all of these findings, the court declined
to enter judgment for VISA because it did not believe that the
likely harm to competition would be "significant®™ in light of
Sears' expressed "intention"to continue to market Discover
vigorously. Id.

Needless to say, while VISA appreciates the Court's
kind expressions about both its arguments and evidence on both
the Sherman and Clayton Act issues, it believes that it is
entitled to more than a "consolation prize." Specifically, VISA
believes that the Court erred in its analysis of market power, in
its failure to apply an essentiality standard to jeint venture
membership rules and in its conclusion that, on the record before
it, the jury could find that VISA's by-law has an adverse effect
upon competition, particularly when considered in light of its
potential adverse impact on inter-system competition. Further,
VISA believes that the court misconstrued its own prerogatives in
applying the Sherman Act. Contrary to Judge Benson's views, it
is the essence, not the antithesis, of the court's role in a rule
of reason case to pass upon the threshold sufficlency of the
claims and to assure that juries are given sufficient guidance to
insure that practices that are incapable of substantially
restraining competition are not errcneously condemned.

THE SEARS CASE RAISES SIGNIFICANT POLICY ISSUES
WHICH SHQULD BE QF GREAT INTEREST TO THE UNITED STATES

VISA believes that the United States should participate
as amicus _curiae in the Tenth Circuit for two principal reasons:

First, the decision below is likely to result in the
demise of meaningful intersystem competition in the bank card
business and, perhaps, in the payment systems industry as a
whole; and

Second, the decision below will have a substantially
adverse effect upon joint venture innovation.

Intersystem Competition

In important respects, the payment systems industry
finds itself at the same critical juncture that it was at in 1975
when VISA originally scught guidance from the Department of
Justice in the face of treble-damage litigation. The result of
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that earlier proceeding was duality and the consequent diminution
of meaningful intersystem competition between VISA and
Mastercard.

We submit that a repetition of that scenario in 1993 is
no more in the government's interest than it is in VISA's.
Duality, we submit, was a mistake -- albeit one that is more
easily seen with the benefit of hindsight. Yet VISA now finds
itself in a position where its right to control membership in
even the most modest (we would urge, self-evident} fashion has
been rejected by a jury as unreasonably in restraint of trade.
If that decision stands, it is inconceivable that American
Express or anyone else could be excluded by VISA (or by
MasterCard). Further, we suggest that, short of affirmative
intervention by the Antitrust Division, there will be no
possibility of a phased rollback of duality in the credit card
business. Indeed, it is highly unlikely that any form of
membership exclusivity will be maintained in the payment systems
business generally, be it in debit cards, ATM networks or POS
systenms.

Faced with the prospect of significant treble damage
exposure and what will, at that point, be two "rounds" of
inaction by the government, it is improbable, at best, to expect
VISA or any other payment system joint venture to stand up to a
challenge to its membership rules. The long-ternm result, we
predict, is that system-level competition will diminish even from
today's relatively tepid levels and that there will be a largely
irresistible movement towards "universal" payment system joint
ventures that are, for all intents and purposes, mere utilities.
Lest that Cassandra-llke view be discounted, we would recall that
the predictions of VISA's former CEO, Dee Hock, about the impact
of duality on joint venture membership and intersystem
competition were similarly dismissed nearly two decades ago.

We are confident that we do not need to convince you
about the importance of maintaining intersystem, as well as
intrasystem, competition in this industry. We have noted
previously the significance of inter-system competition for
merchant discount pricing. Equally important, a collapse of
inter-system competitive incentives would have a materially
adverse effect upon systems innovation. For example, VISA's
principal clearing, authorization and interchange networks (Base
I and Base II) represent an early attempt at competitive brand
differentiation by VISA. Similarly, there has been substantial
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system competition (though not between VISA and MasterCard) in
the creation of POS authorization systems.

The unique nature of the payment system business
necessitates that some form of competition take place at a
central, or network, level. It is that competition that the
district court decision in this case most plainly threatens (that
being, as well, the point of VISA's Clayton Act counterclaim).

As VISA International's General Counsel, Bennett Katz, put it
during his testimony at trial: If there are a thousand competing
auto dealers but only one automaker, you will have a great deal
of retail price and service competition, but very little product
innovation.

7 If it is clear that intersystem competition should be
preserved, we trust that it is equally apparent that permitting
Sears (and, perforce, American Express) to become members of the
bank card joint ventures would be inimical to that objective, and
will have unfortunate competitive consequences at the systems
level in what is (at that Jevel) a highly concentrated
business.® 1Indeed, nmeasured by usual HHI concentration
standards and tested against traditional incipiency concerns
about strategic coordination and similar competitive harms, the
case against permitting existing intersystem competitors to join
VISA is not only real, but compelling.® The likely

3 Permitting the owners of proprietary cards to become
VISA members will also place current system members at an
unavoidable disadvantage on the merchant side of the business.
Today, joint venture members can offer merchants one or both of
the system products, but not Discover. Sears, for its part, can
offer only its Discover card. If Sears were a member, however,
it -- and only it -- could offer merchants all three card
products. Since, under Judge Benson's analysis, Sears —-- as a
single entity -- is not subject to suit under Sherman Act §1,
VISA members would be unable to level that important part of the
playing field.

5 For the first time at trial, Sears urged that VISA's
by-law is also anticompetitive because it creates a
"disencentive" for existing VISA members to create propristary
systems. Not surprisingly, Sears could not produce any direct
evidence to support this theory (which was presented solely
through its economics expert). Nonetheless, the Court permitted
the theory to be submitted to the jury.

_
Paul Allen VU 0388862
OUTSIDE COUNSEL ONLY - HIGIHILY CONFIDENTIAL SURJECT TO PROTECTIVE ORDER




vU0388863

b Richard L. Rosen, Esq.
April 20, 1993 Page 11

consequences for future innovation and merchant-side price
competition are forceful arquments against the result reached
below. Moreover, if VISA is correct that the consequence of
affirmance by the Tenth Circuit will be the effective demise of
membership exclusivity in all segments of the payment system
industry, the potential consequences of this case are very far-
reaching, indeed.

Placed against these concerns, one cannot realistically
rely upon private ordering and private treble damage litigation
to yield a suitable outcome in the absence of active
participation by the Department of Justice. {(In this regard, see-
the remarks by Don Baker at the recent ABA Spring Antitrust
meeting, attached). The potential of treble damages is simply
tco Draconian a sanction to permit payment system joint ventures
to vigorously resist antitrust challenges in the face of
continuing silence from government antitrust agencies. To be
blunt, we are hard-pressed to suggest —- in the face of Worthen
and the alleged billion dollar exposure faced by VISA in the
Sears case -- that VISA (or anycne else) will continue to “fight
the good fight" to preserve intersystem competition in this
industry. Similarly, it is not safe to predict that this matter
ultimately will be decided in the Supreme Court and that the
United States, therefore, can await that stage of the proceedings
before taking a formal position. The uncertainties of obtaining
Supreme Court consideration are simply too great to make reliance
upon such discretionary review a prudent course.

Joint Venture Innovation

There is a second, equally important, issue raised by
this case that merits participation by the Antitrust Division.
The district court held that any joint venture action is subject
to consideration under generalized, "unstructured," rule of
reason standards. The practical effect of that holding is that
virtually any joint venture rule is subject to "veto" (cum treble
damages and attorneys fees) by a jury with no more guidance than

Apart from its evidentiary failing, the theory gets matters
backwards. If there is a need for increased system competition,
then the correct rule from an antitrust standpoint would be to
require VISA to close membership, not open it further. So long
as banks can join VISA or MasterCard, their incentives to take on
the risk and expense of creating a new system -~ independently or
by forming new joint ventures -- effectively is non-existent,

R
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that it should consider and weigh all aspects of the rule or
practice in question. Thus, a joint venture (or, at least, a
joint venture found by the jury to possess market power) is not,
ultimately, governed by its members or Directors, but by a jury
in a federal or state court.

That, we submit, is an untenable result. Joint
ventures are encouraged as a form of business integration because
they offer the potential for innovation, e.d., by permitting
participating firms to achieve scale economies and/for capture
network externalities. Moreover, they do =o in a far less
competitively intrusive fashion than outright mergers which,
definitionally, result in total integration and the elimination
of competition between the merged firms. While VISA has never
suggested that joint venture practices are not subject to review
under section 1 (gee, e.g., NCAA; BMI), the correct -- and
prevailing -- approach to such ventures is that they are given
more, not less, leeway than other antitrust actors.

Specifically with regard to membership rules, the Division has
noted previously that “selectivity in the membership of a joint
venture often enhances a joint venture's competitive potential.®
1988 Antitrust Guidelines for International Operations at 3.4z.
Antitrust concerns are raised by such rules only when the
venture's refusal to share its property precludes meaningful
competition in the market by the excluded firm -- a notion akin
to essentiality. Guidelines at 3.42. That, concededly, is a
standard Sears cannot satisfy.

The approach taken by the court below, we suggest, is
not only flawed, but leaves the law in an unacceptable posture.
While VISA and the Antitrust Division may differ, themselves,
about the relative benefits of government regulation, surely we
should be able to agree that subjecting joint ventures to the
kind of random scrutiny and oversight which such an approach
implies is not a sensible way to create coherent antitrust
policy. Compare Areeda, "Antitrust Law as Industrial Policy:
Should Judges and Juries Make It" in Antitrust, Innovation and
Competitiveness (1992) at 29. The net effect, without question,
will be to discourage innovation through joint venture
cooperation (even when such ventures are plainly pro-
competitive). We put to you, further, that these concerns are

7 For example, even "price-fixing" that is ancillary to a
true integration and is "reasonably necessary" will be permitted.
See, e.g9., BMI; NaBanco vs. VISA, 779 F.2d 592 (11lth Ccir. 1985).
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not an overstatement but, rather, follow necessarily from the
proceedings to date in the Sears litigation. Judge Benson's
instructions offered the jury little more than a summary
recitation of the rule of reason standards derived from Chicagqe
Board of Trade and his opinion following the verdict reduces to
"The Jury has spoken."

Plainly, this is an issue that we expect the Tenth
Circuit to scrutinize with care. As Professor Areeda has pointed
out, the cost of randomness in the face of potential treble
damage exposure will result in significant over-deterrence of
conduct that may be highly efficient and, hence, pro-competitive,
Areeda, supra, at 40. That is a result that, we believe, should
be of concern not only to potential antitrust defendants but to
those agencies of the government which have a stake in
maintaining a coherent industrial and trade policy and in
furthering integrations that are efficiency-creating. 1Indeed, if
anything, government antitrust requlators should have even more
concern about potential randomness and gover-deterrence in
antitrust decision-making since errors in both directions harnm
coherence and frustrate efficient outcomes.

We look forward to pursuing these issues with you
further and thank you for your interest.

Sincer%ly yours,

P

Stephén V. B%méé
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THE GREAT ANTITRUST MYSTERY: WHY HAVE JUSTICE AND THE FED
BEEN SO VIGOROUS ON BANK MERGERS AND SG PASSIVE
ON BANK NETWORKS? -

PDONALD X. BAKER
Jones Day Reavis & Pogue
Washington, D,C.

American Bar Assoclation
Antitrust Sectien Meeting
Washington, D.C.

April 1, 1993

| Here we are gathered on April Fools Day, 1993. The
! thirtieth anniversary of the Supreme Ceurt’s landmark
)3

restrueturing of) several bank acquisitions in Texas. And a

P02,

d tion ank decision is only a few weeks away {on
Juna 17). The Justice Department has recently blocked {or forced

Diatrict Court in Utah has just handed down today a decislon in
what is the most closely-watched banking antitrust case in a long

time: Sears’ "boycott" suit to compel admiasjon of ita
affiliates to the Visa credit card joint wventure.

There is a lot of deja vu here. If we look back at thirty
years of history, we find that Justice and the Fed have made most
of the law and most of the critical decisione in the bank merger

area. Justice appealed and won six horizontal bank merger

antitruat cases in the Supreme Court, beglnning with Philadelphig

(in 1963) and ending with Phillipgburg (in 1970); and it also
made law by appealing and losing M Bancorpora n,
ohhecti Mutua and Ci a i nk on

potentlal competition and related theories in tha 1970s.

Meanwhile, Justice and the Fed have been virtual non-events
in pursuing antitrust.issues in the payment joint venture area.
For all practical purposes, the payments network field has been

left to the state attorneys general and private plaintiffs.

Why is this s0? Not, I Suspect because each of the hundred

Oor SO0 bank mergers which Justice and Fed hava challenged or

blocked is very interesting and important competitively - while

not one of tha payment joint ventures is lnteresting and
important comwpetitively.

Rather the answer, I submit, has to do with procedural
simplicity as much as with substance. Bank mergers after
hilagelphia Nat{ional could be subjected to a rairly standard

analysis based largely on market shares in reasonable predictabtle
narkets; and this analysis had to take placa under a fast track

adminlstrative review process enacted in the Bank Merger Act
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Amendments of 1966. Thls whole scheme has forced the government
agencles to make final up or down decisions very quickly and also
has provided the Justice Department with a statutory stay which
gives it a unigque leg up if it sues to stop a bank acquisition.

Meanvwhile, payment joint wventures come up with less
consistency, less specificity and less clarity, under a process
in which inaction or delay often seem acceptable alternatives to
a declalon. There has been a great tendency for Justica to
cogitate and ultimately to punt, while the Fed has tended to
define away the antitrust problem by using a broad "data
processing” markKet when it had to analyze EFT natwork
applications under § 4(c) (8) of the Bank Holding Company Act
Amendments of 1970, No doubt delay and indecjislon has been much
encouraged by substantive uncertainty about how to analyza these
joilnt ventures and what markets to use in appraising potential
anticompetitive effects under the rule of reason.

THE BANK MERGER STORY

This is like an old plece of choral muslc with many
recurrent themes. 1Its Hallelujah Chorus no doubt comes from the.
last paga of Justice Brennan‘s pPhiladelphia National opinion:
"The fact that banking ias a highly regulated industry critical to
the Natilon’s welfare makes the play of competitlon not less
important but more so."

Since Philadelphia and its Phillipsbyrg progeny in 1970,

there has not bsen much for the Fed, Justice or the other banking
agencies to arque about other than how exactly the Philadelphlia
methodology shauld apply to the particular facts of a particular
horizontal merger case. In the harlzontal bank mergex area, only
two questions of "pollcy™ or "principle" seem to have recurred.
one {s, how is the product market to be defined? And the sccond
is, how is the statutory Yconvenience and needs" defense ocught to
be applied in a time of excess capacity?

The product market to debate is wonderfully ironic. Here we
have the Fed (with one of the fineat economlic staffa in
Washingten) clinging to the so-called “cluster® market (of
commercial banking services) which professional economists have
questioned from almost the moment of when it was announced by the’
Supreme Court in 1963, while the Justice Department has moved off
its victorious Philadelphja formula in the direction of more
tallored and defined markets oriented towards particular classes
of customers (especially small businesses) which it balleves may
be at risk from mergers among commercial banks. Both the Fed and
Justice recognizae that the overall banking market has changed
substantlally: the Fed chocses to deal with this by watering
down the "cluster" numbers with a prescribed (and arbitrary) dose
of thrift deposits, while Juatice appears to focus narrowly on
small business lendera and borrowers, including thrifts only to
the extent that they actively participate in the market.
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Everybedy debating this issue needs to be reminded s that "
market definition is a fact question in every merger case, rather
than being "legal" issue bagsed on some old precedents. The core
fact inquiry is: "is there any set of customers which is likely
to face an enhanced risk of monopoly power flowing from a
particular merger, which power 1s not likely to be defeated by
prompt new entry or responsive action by existing competitors?v
It such a sltuation exists, then it 1= entirely appropriate to
draw a market - elther a product market or a geographic market -
based on the demand characteristics of this sat of customers.
This i3 In fact the direction in which tha Justice Department
see:s to be moving with its “locally limited business customer"
markets.

The "convenience and needs" defenss Is also an intriguing
subject, but a largely dormant ona. It was enacted in 1966 in
order to give the banking agencles, Justice and the antitrust
courts greater flexibility in dealing with antlicompetitive bank
mergexs, because Congress believed that the traditional antitrust

‘"failing company® doctrine was far too strict. In fact, the

Justice Departmant immediately cleaned the board in litigation by
getting the Supreme Court in Third National Bapk in Nashville
(decided in 1963) to impose a "no less anticompetitive
alternative purchaser" requirement, borrowed from the antitrust
“failing company" doctrine, as a condition to any use of this new
statutory defense. This proved to be a show stopper for the
"convenience and needs" defonsa. When thig "ro less
anticompetitive alternative" test is applied to an findustrial
merger under the "failing company" doctrine, Justice requires the
merger proponents to show that there is absoclutely nohody around
who would be prepared to pay gomething ahove scrap value for the
distrassed assets; and thus they ara entirely prepared to treat a
“scrap dealer* as an acceptable "alternative purchaser®, Thus,
in practical reality, the "alternative purchaser" issue is very
much one of money - but in the banking sector we should have more
concern about not using a antitrust mexger case to confiscate the
seller’s (or the FDIC’s) capital and, hence, there cught to be
more flexibility.

Tha issue is a very livae and real one today because of the
inevitable contractien of the banking industry. Back in the era
of Philadelphja and Nashville, the banking industry was highly
regulated in terms of geographic expansion, with local bankers
often protaected against outside intruders by archalc legislative
rules; and the rates that banks could pay for consumer deposits
were artificially constrained by statute and Fed regulatcion.
Thus, banks, being barred from competing on price, tended to
compete on the basis of ever-more bricks, mortar and brass. The
result was a great deal more bricks, mortar and brass than would
be needed under a system of price competition for deposits and
whera ATMs to provide convenient consumar access to caah. Most
of it 1s still around. How all this excess branch capacity gets
worked out of the system is a nice question, but it seems to =e
that the Justice Department and the Fed ought to try to work out
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a more sensitive and sensible system of dealing with a lot of
excess capacity In the industry. So far, what we have had is
lote of bureaucratic mumbling in very long paragraphs {many of
which are quoted in my recent article in the antitrust

Bulletin).
The bottom line in the bank merger area is that any
practical problems may flow from t ch or too inflexible

antitrust action, and too much dogmatic talk, by the federal
agencies. The same is not true in the bank network area.

RANKING NETWORK JQINT VENTURES

We have had a recurring series of fascinating antitrust
questions and disputes amcng bank networks -- but here the choral
. music ls probably something like Penjamin Brittain’s “"War
i _ Requienm",

These payments jolnt ventures are all around us on all
sides. Visa and MasterCard ara some of thae biggest, oldest and
most highly visibla on a national scale; local or regional joint
venture ATM networks are everywhere, as illustrated by the MosT
system here in Washington; and new on-lins electroenic debit
systems have been under study for years and are beglinning to
generate volume in various parta of the country.

The antilitrust analysis of network issues is not casy. As I
indicated, the Ped and Justice have tended to waffle and punt,
thus leaving it up to a working group of stata attorneys general
to challenge a Visa-MasterCard proposal to create a Joint pos
debit network, and disgruntled private plaintiffs to bring quite
a few antitrust suits against banking networks. (I am not
necessarily endorsing any of these actions, each of which should
turn on its facts, but simply noting that they are the conly
"antitrust enforcement™ in the area for almost two decades.)

Dealing with these antitrust issues requires market analysis
and such market analysis really occurs at two levels. One is the

level at which the network operates -- which we might call the
“interchange® market. Thae other is tha level at which the merrter
banks compete ~- the "primary"” markets for plastic payment

services to consumers and mexchants.

In viewing this situation, you can see a spectrum of
different types of network jolnt venturee in the banking
industry. At one pole, you have what I might call the "invis :1a
back office" joint venture such as the California Automated
Clearing House and, at the other, you have the "product creati1: "
joint wventure such as Vvisa or MastercCard. In the latter
instance, the availability of service in the "interchange" mar- -t

or An Antitrust Beacon In The Bank Merger F:;,

37 ANTITRUST BULL. 651 (1592).
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is a very important part of the consumers’ sense of value and
this leads to highly advertised and valued service marks being
owned by the network joint ventures.

The Justice Department has largely avoided having to take
any definitive positions on market definition in this area.
Meanwhile, the Fed has used a "data processing" market to analyze
proposed ATM and POS jJoint ventures under Section 4{c){B) of the
Bank Holding Company Act of 1970. Neither the Fed nor tha
Justice Department has looked at the product ditferentiation
issua in payments joint ventures and I would respectfully suggest
that this failure to do so is a seriocus deficiency in their
market analysis.

The moat visible antitrust disputes in the bank network
Joint venture area have come up in the context of network rulea
concerning membership. The Sears-Viga dispute is a classic
example, with wvery big stakes and a large press gallery,.

often such a venture starts as a relatively modest
competitive thrust by its founders and then, if it is successful,
then competitors come along and seek to dget in. The founders
often initially resist but usually glve in when faced with the
prospect of a prolonged expensive and uncertaln boycott suit by
some anxicus participant.

This story can be wonderfully illustrated in the bank credit
card area. Visa’s predecessor ("Natiocnal BankAmericard" or
“NBI%) started off as a group of issuers which were usually given
an exclusiva (or nearly exclusive) franchise in a particular
geographic area, while the rest of the local banks in the area
tended to baccma part of the "Mastercharge® program. Thus, for
example, Bank of America was the NBI {issuer in California, State

? There is one limited exception. In 1977, Justice dia
bring two antitrust cases against automated ¢learing houses
("ACHs") for excluding thrift institutions fronm membarship in
these jolnt ventures. See U.S. v. Rocky Mountain Autonma
Clearing House Assn., (D. Cole. 1977) and U.S, v. California
Autom eari u Assn, (N.D. Cal. 1977). These were
brought by mae when I was Assistant Attorney General. H{Tlhe
department believed that the Federal Reserve’s almost total
subsidy of ACH operations made independent competitive
alternatives economically unfeasible; accordingly, compulsory
access was appropriate." BAKER and BRANDEL, THE LAW OF
ELECTRONIC FUNDS TRANSFER SYSTEMS (24 Ed. 1988) at paga 21-35.
To say the least, they were very limited cases (which the
Government promptly dropped when the ACH’s eliminated thair
rules}, because of the unique role of the Federal Reserva banks.
Therefore, they really provlide no useful guidance on tha
standards for compelling access into the pyrely private "product
creating" type of joint venture such as Visa or PULSE.
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Street was the issuer in Boston, Philadelphia National (the
famous Philadelphia National Bank!) was the issuer jin

Philadelphia, and zo forth. They generally wanted to keep the

NBI franchise exclusive and Passed a bylaw to that effect,

Howevér, the Worthen Bank - the market leader in the now-
Notorious city of Little Rock - wanted to be in bokh dystems and
brought a boycott case against NRY. fThe Eighth Circuit court of

Appeals told the parties (reversing an initial dectsion by a

District Judge) that their case was to be tried under the Rule of
Reason rather than a pPer se '"boycott" rule; interestingly, the
Justice Departrent hag urged this coursa in an amicus brief fileq

in this case at the request of the court. However, being

Washington, asking for its approval of a slightly modified

hetwork exclusivity rule. Ultimately, the Department declined to
qiya a favorable Business Review letter in late 1975. At that

Mastercard issuers rushed to jein the organization, Within a

few

Yeéars, dual membership fn the twe systems was the overwhelming .

Way of life in the bank card industry.

The same thing happened in the early 19803 in Texas in

connection with the PULSE ATM Network. This joint venture had
been organized by a group of as banka to compete with an ATM V//

System called MTECH which had; organizeg by Mercantile Texas
Corporation and was widely of@ered throughout the state in
canjunction with another party called First Texas. The MTECH

members applied to join PULSE and were turned down. when thege

applicante threatened an antitrust boycott suit, the parties

ultimataly agreed to send the case to the Justice Department for
a8 ruling under the Business Review Clearance procedure. I was

representing PULSE at tha tine and we said to cursalves, "nouw

wWe

have an Assiastant Attorney General who really understands bank
networks, because he even wrote a book an the subject, so let’s

get a ruling from him." Well, it turned out that former

Professor william Baxtar gave the same effective answer as his
Predecessor Professor Thomas Kauper had, declining the Business
Review Request, PULSE, following VISA’s lead, opened the door to

everybody, rather than face antitrust "boycottn litigation.

The story gets even more ironic. In late 1988, PULSE was

charged with having "market Power" in the “ATM interchange"
market, as part of an antitrust suit with First Texas over

PULSE’s interchanga fees; and, of course, any such "market power"
had been created by letting MTECH members in. Meanwhile, today,

in the pending Sears-VIsSA litigation, Sears peints to the
overlapping rembership of VISA and Mastercard as a source of

collectiva market power., What this means, alas, is that, once a

network with a valuable franchise opens itg doors -- even

reluctantly -- to new members Shouting "boycott", in order to

avoid the immediate threat of an antitrust litigation, the
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. The whole question of acceas in thesa *boycottn Cases 3
highly uncertain anpg legal Uncertainty helps explain why the
networks have chogen to open thelr doors rather than fight in
antitrust courts, With the "invisible back office"” type of s
venture (such as a classic clearingnouse), the practfical 1ssue
are largely ones of availahle capacity, proper cost allocation,
and appropriate terms of access under what might be called
"publjc utility» Principles, By contrast, whan tha outsider
Seeks to use a "boycott" complalint to get into a product-creattn
joint Venture, 1t jg ip €ssence asking for a compulsory trademar)
license and access to the anciltary systems nhecessary to make the
trademarked network offering work, Thisg is a strong remedy
indeed, with many potentially adversa compatitive implications,

The problenm goes back to a most confusing 1944 Supreme Court
decigsion - involving access to the Assocjategkggggg Joint venture
~ where a divided Court seemed to announce a very broad and
highly pPejorative ryule in relation to valuyable innovations
created by network joint venturesg, [In fact, the Supreme Court
affirmed a District court decision (written by the famous jurist
Laarnaqd Hand) that was premised on the Press ceing a unique
resource in a frea society and hence appropriately subject to
some "publie utility» duty to deal, ang the crucial fifen vote in
the Supreme Court was provided by Justice Frankfurter who also
believed that the Press was totally different fronm Anything eilsen,
Unfortunataly, the three-Justice Plurality opinjen (by Justice
Black) in the Supreme Court containa sweaping language Against
restraints on accessg to jolntly-created property (such as
Assoclated press nNews services) ang it is this language which
tends to get quoted and used in cases taking "compulsory dealing®
rules far beyond the Press context in whietrthe AP case.? v

As 1 say, the net result of all this legal confusion is that
Payment joint ventures have had a real 3ense of a precariocus
antitrust existencs. They have had o real help and reassurance
fromn the Justica Departmant or the Fed and have been left to deai
with claims of compulsory access on the basis of randon "hoycotkt
litigation.

It is interesting = and all too instructive - to look north
of the border to Canada. There they do not allow private

3 Interestingly, the Supreme court dissenters warned trhat
the "open access# rule might lead to the demisa of the strong
competition between Assoclated press, United Press anq
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antitrust remedies and they have not spent nearly as much public
money on government antitrust enforcement over the years. vyet,
in canada the vIgsa and Mastercard networks remain entirely
Separate and very competitive, Thus, a major Mastercard bank
(such as the Bank of Montreal) competes for consumer loyalties
with only a "Mastercard" offering against, say, Royal Bank, which
pushes the superiority of its "visa# cards, Thus, it seens
Clear, as a result of lass antitrust litigatien {n Canada, thera
is more Inter-system competition in bank credit card area than we
have in the United states. 1Is that ironlice? (Incidentally, when
a Canadian bank tried to follew Worthen Bank’a lead and break
down the systen exclusively by bringing a "boycott" antitrust
suit under the Sherman Act, the Sacond Circuit court of Appeals
declined to entertain it on jurisdictional and comity grounds.)

As the Justice Department logks at this north-of-the-border
history, it must feel a certain sense of sadnessg -~ or, in the
alternative, believe that competition at the network level js not
] _ all that important, even when tha networks could develop highly
differentiated offeringa for consumers.

CONCLUSION

AS we look back over this history of bank mergers and
banking networks, we can cextainly draw a few broad-brugh
conclusions. One is that simpler rules affect results - and

ilad hia Nationa) gave us a simpler set of rules. Secondly,
spacific review processes, with real time deadlines, can forcae
"go" or "no gon decision-making that tends to result in more
action by government agencies.

By contraasat, confuaing rules and hard-to-sort-out facts will
cause hard pressed and under-staffed government agencies to stand
aside and not take positions even on competitive issues which
they recognize -- in an uncasy way -- may have a lot long term
importance.

I have just had a memorable but minor example of
difficulties faced by joint venture partners in thia area. About
five years ago, I submitted to the Justice Department a request
for Business Review clearancea in connection with a series of
rules contained in a joint payment venture which a group of

States and Europe. Thelr vehicle was a little English joint
venture company called "Alrplus, Limited". fThe airlfines had had
a lot of trouble with the Justice Department in the early 1980s
over North Atlantic air fares and they wanted a littla
reassurance from Justlce this time. After a certain amount of
back and forth of particular facts, the whole Business Review
request seemed to disappear, and presumably Alrplus eventually
lost Interest in it too.

WAMAIN Doc 12770.1
$9999-999- 999 A

VU 0388873

Paul Allen
au OUTSIDE COUNSFL ONLY - HIGHLY CONFIDENTIAL SUBJECT TO PROTECTIVE ORDER



vu0388874

%
~J

{

Then suddenly, in February 1953, I received Business Raview

Response - and a favorable one too = from Justice. How

marvelous, I thought, even if it had not scemed a texribly hard
casa. But meanwhile, frankly, I had lost touch with Alrplus, in
part because its chlef executive (with whom T had had most of my
dealings) had I knew died about a year ago. Anyway, I contacted

Jones Day’s London office, confirmed the postal addresa for

Airplus, and sent off by mail a “pear 8irs™ letter enclosaing
their favorable Business Review fronm Justice, A couple of weeks
later, I recaived a letter back from an accountant who sald he
had been appointed receiver for Airplus, now in liquidation; he
acknowledged receiving my communication, but said that they woulad

not be needing my legal services in the future, Perhaps he
feared that I was going to ask for a bonus for thls vintage

Ysuccessgh}
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